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The Operating Interest: An Essential
Element In Deducting Mining
Exploration and Development Costs?
By

WILLIAM

F.

RIGSBY*

INTRODUCTION

Mining is not an enterprise which can generally be instituted
on a shoestring budget. Considerable capital outlay in the form
of labor, materials and equipment must be made to locate and
reach the mineral prior to its extraction and sale. These pre-cash
flow capital requirements take the form of mine exploration and
development costs.' Following the passage of Internal Revenue
* B.S. 1977, Accounting, University of Kentucky; J.D. 1980, University of Kentucky. Mr. Rigsby is a partner in the Lexington, Kentucky law firm of Bulleit, Kinkead,
Irvin & Reinhardt and is engaged in the practice of tax and mineral law.
I Due to the high cost of extracting in-place mineral, the holder of mining rights
must be assured that mineral exists of sufficient quantity and quality to justify its
exploitation on a commercial basis. This exploration process often begins with an
examination and analysis of data previously assimilated by other parties, including
government geologic quadrangle maps, geologic survey publications and mining maps
from nearby mines. Any previously prepared engineering and reserve studies, prospect
data, mineral seam correlations and characterizations, geophysical evaluations and chemical analyses of mineral in the subject area would also have to be studied thoroughly.
Aerial photographs might be taken to review geologic features of the subject
property for indications of mineral content or geologic imperfections which might affect
mining. A field reconnaissance of the property would generally be made to take measurements from outcrops of mineral and any prior mine workings. At this time, core drilling
might also be performed. The core drill is bored into the property to commercially
minable depths and yields a sample of minerals, rock and other materials constituting
the various strata. This core of materials is analyzed to determine the nature, quality
and extent of minerals in the area. Since mineral bodies are not uniform or consistent
in nature, the more core drilling performed with respect to a given property the more
assurance of a fairly accurate approximation of the uniformity and consistency of the
in-place mineral. From this and other relevant data, reserve reports and engineering
studies will be prepared to determine whether mining of the in-place mineral is commercially justifiable. The cost of this exploration process may be deducted under I.R.C.
§ 617 (1984) if the requisites are met.
After sufficient in-place mineral has been found to justify commercial exploitation,
development of the property must occur before actual mining can generally take place.
The requisite development work may include constructing roads, bridges, ramps, waste
disposal areas, sedimentation ponds and stock-pile areas necessary to commence and
conduct mining, clearing the land of trees and growth, facing-up the ore body, installing
power lines and driving the initial mine shaft. The cost of this development process may
be deducted under I.R.C. § 616 if the requisites are met. See generally, F. BURKE & R.
BowitAY, INcom TAXATIoN OF NATURAL REsouRCEs, §§ 1.15-1.29 (1983) (an introduction
to various phases of the solid mineral industry) [hereinafter cited as BURKE & BOWHAY].
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Code (Code) provisions in 1951 permitting deduction of mine
exploration and development costs, 2 such deductions became

integral factors in the planning of exploration, development and
exploitation of mineral properties.
One area of particular import in such planning process concerns who is entitled to deduct mine exploration and development expenditures incurred with respect to a particular property.
It is the conclusion of this author that a taxpayer must hold an
''operating interest" in the underlying mineral in order to be
assured of the deductibility of expenses incurred in the exploration and development of a mineral deposit. This article will
address the Code provisions governing tax treatment of mining
exploration and development costs, 3 will discuss why an "operating interest" is necessary to be assured of a deduction for
those expenses, and finally, will delineate the parameters of an
eligible "operating interest."
Generally, the amount of minerals produced in the mine
exploration and development stages is minimal and is far from
sufficient to create a positive cash flow, given the capital outlay
required in these initial stages. 4 Federal income tax laws, prior
to 1951, did nothing to improve the miner's cash-flow situation
since expenditures incurred in the exploration stage were generally treated as capital expenditures to be recovered through either
the depletion allowance or the depreciation allowance, depending
upon the nature of the underlying expenditure.' The mine developer was required to capitalize the expenditure where the
exploration work resulted in a decision to acquire or retain

2 See I.R.C.

§§ 616, 617 (1951).

See I.R.C. §§ 616, 617.
See supra note I for a discussion of the capital outlay required to start up
mining operations.
I Philadelphia and Reading Corp. v. United States, 602 F.2d 338, 340 (Ct. Cl.
1979); I.T. 4006, 1950-1 C.B. 48, superceded by Rev. Rul. 77-188, 1977-1 C.B. 76. See
also, Rialto Mining Corp. v. Commissioner, 25 B.T.A. 980 (1932); Cotton v. Commissioner, 25 B.T.A. 866 (1932); Parker Gravel Co. v. Commissioner, 21 B.T.A. 51 (1930).
Certain authorities indicate that prior to 1951, there was no distinction between
mine exploration and development expenditures for federal income tax purposes. Exploration expenditures were classified as development costs. See Guanacevi Mining Co. v.
Commissioner, 127 F.2d 49 (9th Cir. 1942); G.C.M. 13954, XIII-2 C.B. 66. See also,
Alexander & Grant, Mine Development and Exploration Expenditures, 8 TAx L. REv.
401 (1953) [hereinafter cited as Alexander & Grant, Mine Development]; Levy & Simonds, Capitalization of Mining Expenditures, 26 TAxEs 203, 220 (1948) [hereinafter
cited as Levy & Simonds, Capitalization].
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property for mining in the exploration area; 6 a deduction could
only be taken when the work resulted in a decision not to acquire
or retain property in the area of exploration.'
Historically, development expenditures incurred prior to 1951
were deductible only to the extent of net receipts obtained from
minerals sold during the actual development stage, 8 with the
excess development expenditures being capitalized and recovered
through either the depletion allowance or the depreciation allowance, again depending upon the nature of the expenditure. 9 Once
the mine passed into the production stage, development expenditures were deductible only in the year in which the mineral
benefiting from such expenditures was sold.' 0
In addition to pre-1951 mine exploration and development
expenditures not generally being deductible when paid or incurred, the exploration and development costs which were capitalized often did not result in actual Federal income tax depletion
deductions" for the miner because most hard minerals had already been subject to percentage depletion since 1932. 2 Thus,
in general, Federal income tax policy provided no direct incentives to incur substantial exploration and development expenditures with respect to a mineral property. Realizing that this lack
of incentives posed a serious threat to the expansion of the

I.T. 4006, 1950-1 C.B. 48, superceded by Rev. Rul. 77-188, 1977-1 C.B. 76.
Id.
H. R. REP. No. 586, 82d Cong., 1st Sess. (1951), reprinted in 1951-1 C.B. 357,
379; Philadelphia and Reading Corp., 602 F.2d at 340. See also, Clear Fork Coal Co.
v. Commissioner, 229 F.2d 638 (6th Cir. 1956), rev'g 22 T.C. 1075 (1954); Korth v.
Mountain City Copper Co., 174 F.2d 295, 296 (10th Cir. 1949); Repplier Coal Co. v.
Commissioner, 140 F.2d 554, 556 (3rd Cir. 1944). cert. denied 323 U.S. 736 (1944);
Jefferson Gas Coal Co. v. Commissioner, 16 B.T.A. 1135, 1140 (1929); Alexander &
Grant, Mine Development, supra note 1, at 403; Levy & Simonds, Capitalization, supra
note 1,at 220.
H. R. REP. No. 586, supra note 8, at 379.
10 Id.
" Prior to 1951. if the taxpayer used percentage depletion, there would be no
additional deductions specifically attributable to capitalized exploration and development
costs. Thus, capital outlays for exploration and development were, in essence, never
deductible for Federal income tax purposes except where the deduction available under
cost depletion exceeded that which might be made under percentage depletion. H. R.
REp. No. 586, supra note 8, at 379; Philadelphia and Reading Corp., 602 F.2d at 340.
,2Rev. Act of 1932, §§ 23(l) and 114(b)(4). See generally, Alexander & Grant,
Mine Development, supra note 1, at 401.
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mining industry, 3 Congress enacted the 1951 provisions, 4 permitting the deduction of mine exploration and development expenditures and encouraging the exploration and development of
mining operations.' 5
I.

PRESENT TREATMENT OF EXPLORATION
AND DEVELOPMENT COSTS

Section 617: Exploration Costs in General

A.

Current tax treatment for exploration expenditures' 6 permits
a taxpayer to deduct qualifying exploration expenditures if such
costs are paid or incurred before the mine's development stage
begins.' 7 For Federal income tax purposes, exploration expenditures are those expenditures incurred in ascertaining the existence, location, extent or quality of any deposit of ore or other

" H. R. REP. No. 586, supra note 8, at 379. See also, HEARINGS ON REVENUE
REVISION OF 1950 BEFORE THE COMMITTEE ON WAYS MEANS, 81st Cong., 2d Sess., 365
(1950) (Natural Minerals Advisory Counsel); HEARINGS ON REVENUE REViSION OF 1950
BEFORE THE COMMITTEE ON WAYS AND MEANS, 80th Cong., 1st Sess., 1859 (1948)
(American Mining Congress); Alexander & Grant, Mine Development, supra note 1, at

401.
'

See H. R.

REP.

No. 586, supra note 8, at 379; see also Philadelphia and Reading

Corp., 602 F.2d at 340.
Is I.R.C. §§ 616, 617.
"6 See I.R.C. § 617.
" I.R.C. § 617(a)(1) states the general rule as follows:
At the election of the taxpayer, expenditures paid or incurred during the
taxable year for the purpose of ascertaining the existence, location, extent,
or quality of any deposit of ore or other mineral, and paid or incurred
before the beginning of the development stage of the mine, shall be allowed
as a deduction in computing taxable income. This subsection shall apply
only with respect to the amount of such expenditures which, but for this
subsection, would not be allowable as a deduction for the taxable year.
This subsection shall not apply to expenditures for the acquisition or
improvement of property of a character which is subject to the allowance
for depreciation provided in section 167, but allowances for depreciation
shall be considered, for purposes of this subsection, as expenditures paid
or incurred. In no case shall this subsection apply with respect to amounts
paid or incurred for the purpose of ascertaining the existence, location,
extent, or quality of any deposit of oil or gas or of any mineral with
respect to which a deduction for percentage depletion is not allowable
under section 613.
I.R.C. § 617(a)(1).
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mineral" prior to the mine development phase. 9 The development phase of the mine begins when, considering all the facts
and circumstances, deposits of ore or other minerals are of
sufficient quality and quantity to justify commercial exploitation
by the taxpayer.20 However, this deduction is not available for
2
expenditures deductible under any other provision of the Code, '
expenditures of a character subject to the allowance for depreciation, 22 or costs of exploration paid or incurred with respect
to any deposit of oil or gas or any mineral with respect to which
the deduction for percentage depletion is not allowed under
section 613 of the Code.Y
The general rule still is that exploration expenditures are to
be capitalized and recovered through the deductions for depletion or depreciation.Y Permitting a taxpayer to deduct qualifying
exploration expenditures paid or incurred before commencement
of the mine's development stage is an exception to that rule.2
In order to invoke this statutory exception, however, the taxpayer must make an election to deduct exploration costs3.
When the mine with respect to which exploration expenditures are deducted reaches the production stage, 27 the taxpayer
must "recapture" the previously deducted exploration expendi-

" In this context, "other mineral" refers to various hard minerals which should
be distinguished from oil and gas since treatment of oil and gas exploration expenditures
are governed separately under the Code. See e.g.. I.R.C. §§ 263(c), 612, 613, 613A and
applicable regulations.
I.R.C. § 617(a)(1); Treas. Reg. § 1.617-1(a) (1972).
0 Treas. Reg. § 1.617-1(a) (1972).
21 I.R.C. § 617(a)(1); Treas. Reg. § 1.617-1(bXl) (1972).
2 However, the permitted allowance for depreciation with respect to such capitalized expenditures is considered an exploration expenditure under I.R.C. § 617. See
I.R.C. § 617(a)(1); Treas. Reg. § 1.617-1(b)(2) (1972).
I.R.C. § 617(a)(1); Treas. Reg. § 1.617-1(b)(5) (1972).
a See supra note 5 and accompanying text.
See I.R.C. § 617.
I.R.C. § 617(a)(2); Treas. Reg. § 1.617-1(c) (1972).
The production stage is deemed to have been reached when the major portion
of the mineral production is obtained from workings other than those opened for the
purpose of development or when the principal activity of the mine is production of
developed minerals rather than the development of additional minerals for mining. Treas.
Reg. § 1.617-3(c)(2) (1972).
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tures.8 Recapture also occurs upon receipt of certain bonus and
royalty payments with respect to the property 9 and upon disposition of certain mining property.?
B.

Section 616: Development Costs in General

The Code permits a deduction for expenditures paid or incurred for development of a mineral property." A deduction is
available for development expenditures32 whether such expenditures are made in the development stage or in the production
stage of operations. 3 This deduction is not available for any
3
expenditures deductible under any other provision of the Code, '
any expenditures of a character subject to the allowance for
depreciation," or costs of development paid or incurred with
respect to any deposit of oil or gas. 3 6
n I.R.C. §. 617(b)(1); Treas. Reg. § 1.617-3(a) (1972). Section 617(b) essentially
provides for two methods of recapture:
1) In the taxable year that the mine reaches the producing stage, the
taxpayer can elect to include in gross income an amount equal to the
"adjusted exploration expenditures" of such mine. I.R.C. § 617(bXl)(A);
Treas. Reg. § 1.617-3(a)(2) (1972).
2) If the taxpayer does not make such an election, he must forego depletion
until the amount of depletion that would have been allowed equals the
amount of "adjusted exploration expenditures" with respect to that mine
or deposit. I.R.C. § 617(b)(IXB); Treas. Reg. § 1.617-3(a)(l)(i) (1972).
See I.R.C. § 617(f)(1) and Treas. Reg. § 1.617-3(cX2) (1972) for a definition of "adjustable exploration expenditures". See also BuaZE & BowHAY, supra note 1, at § 19.08.
I.R.C. § 617(c); Treas. Reg.' § 1.617-3(a)(i)(ii) (1972).
I.R.C. § 617(d); Treas. Reg. § 1.617-4 (1972).
" I.R.C. § 616(a) states the general rule as follows:
Except as provided in subsection (b) [providing for the election to defer
such expenditures), there shall be allowed as a deduction in computing
taxable income all expenditures paid or incurred during the taxable year
for the development of a mine or other natural deposit (other than an oil
or gas well) if paid or incurred after the existence of ores or minerals in
commercially marketable quantities has been disclosed. This section shall
not apply to expenditures for the acquisition or improvement of property
of a character which is subject to the allowance for depreciation provided
in section 167, but allowances for depreciation shall be considered, for
purposes of this section, as expenditures.
I.R.C. § 616(a).
,1 Development expenditures are made after a mineral body is shown to exist in
such sufficient quantity and quality as to reasonably justify commercial exploitation by
the taxpayer. Id.
Treas. Reg. § 1.616-1(a) (1960).
Treas. Reg. § 1.616-1(b)(1) (1960).
However, the permitted allowances for depreciation with respect to such capitalized expenditures are considered to be exploration expenditures under I.R.C. § 616.
See I.R.C. § 616(a); Treas. Reg. § 1.616-1(b)(2) (1960).
I.R.C. § 616(a).
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A taxpayer may elect to defer the deduction of mine development expenditures. 7 If deferred, such expenditures are deducted ratably as the mineral units benefited by such expenditures
are sold3 or over a ten-year period. 9 Development expenditures
may only be deferred to the extent of the excess of such expenditures during the taxable year over the net receipts from the
mineral produced on the property during the taxable yearA40

II.
A.

THE TYPE OF INTEREST WHICH MUST BE HELD

Introduction to the Operating Interest Prerequisite

In a recent private ruling,' the Internal Revenue Service (the
Service) ruled that in order for a taxpayer to take a deduction
for mine development expenditures the taxpayer had to have a
"working or operating economic interest" in the property to

17

39

I.R.C. § 616(b); Treas. Reg. § 1.616-2 (1965).
I.R.C. § 616(b); Treas. Reg. § 1.616-2(a) (1965).

I.R.C. § 58(i)(2)(D).

40 I.R.C. § 616(b); Treas. Reg. § 1.616-2(a) (1965).
,' I.R.S. Letter Ruling 8338008 (June 7, 1983). The ruling concerned a taxpayer
who had acquired leases on salt-bearing properties, granting the right to mine the salt
in specified tracts. The ruling reviewed the taxpayer's right to expense development costs
incurred with respect to a salt-bearing property. It raised the issue of whether the
taxpayer was required to have an "economic interest" in the mineral in order to deduct
development expenditures.
In order to exploit the reserves, the taxpayer entered into separate agreements with
three customers to develop and operate brine-producing facilities for each party. The
agreements required the customers to pay, under any circumstances, a minimum monthly
payment for their share of the brine for a period of 20 years. Such payments were
sufficient to amortize the taxpayer's investment and interest expenses in the facilities
and properties. Utilizing the customer agreements as collateral, the taxpayer obtained
the necessary third-party financing which, combined with taxpayer's own funds, was
sufficient to build the brine-producing facilities.
Once the brine-producing facilities had been completed and were ready for operation, the taxpayer was required to deliver a partial assignment of its leasehold rights
to the three customers so that they could also produce salt from the property. The
customers had the right to buy the facilities in the event of the taxpayer's default or if
the taxpayer received a bona fide offer of purchase from third parties. The taxpayer
reserved several rights: the right to sell any salt in excess of the three customers' needs,
the right to use the caverns created by the mining operations to store hydrocarbons, and
the right to the salt in place remaining after the 20-year term. In each of these customer
agreements, the taxpayer was retained as operator of both the leasehold and the facilities.
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which such development expenditures applied."2 In so ruling, the
Service recognized that the Code contained no express language
limiting the deduction of mine development expenditures to the
holder of an "economic interest," but still relied on inferences
from certain development cost regulations4 3 to reason that own-

2 The language in I.R.S. Letter Ruling 8338008 (June 7, 1983) that there must be
an "economic" working or operating interest seems to be derived from the case of
Commissioner v. Estate of Donnell, 417 F.2d 106 (5th Cir. 1969). rev'g 48 T.C. 552
(1967). In that case, the Fifth Circuit held that an oil and gas operator who illegally
bottomed his well on a neighbor's land had no economic interest in such property and
that without such economic interest could not deduct the intangible drilling costs relative
to such trespassory action. The scope of the economic interest concept is beyond the
parameters of this article. Instead, this article will concentrate on the operating interest
concept since, in most non-trespassory cases where the taxpayer holds a working or
operating interest, he generally has an economic interest in the property.
,1 Treas. Reg. § 1.616-2(c) (1965) states:
Expenditures made by the owner who retains a nonoperating interest.
(1) A taxpayer who elects to defer development expenditures and thereafter
transfers his interest in the mine or other natural deposit, retaining an
economic interest therein, shall deduct an amount attributable to such
interest on a pro rata basis as the interest pays out. For example, a taxpayer
who defers development expenditures and then leases his deposit, retaining
a royalty interest therein, shall deduct the deferred expenditures ratably as
he receives the royalties. If the taxpayer receives a bonus or advanced
royalties in connection with the transfer of his interest, he shall deduct the
deferred expenditures allocable to such bonus or advanced royalties in an
amount which is in the same proportion to the total of such costs as the
bonus or advanced royalties bears to the bonus and total royalties expected
to be received. Also, in the case of a transfer of a mine or other natural
deposit by a taxpayer who retains a production payment therein, he may
deduct the development expenditures ratably over the payments expected
to be received.
(2) Where a taxpayer receives an amount, in addition to retaining an
economic interest, which amount is treated as from the sale or exchange
of a capital asset or property treated under section 1231 (except coal or
iron ore to which section 631(c) applies), the deferred development expenditures shall be allocated between the interest sold and the interest
retained in proportion to the fair market value of each interest as of the
date of sale. The amount allocated to the interest sold may not be deducted,
but shall be a part of the basis of such interest for the purpose of
determining gain or loss upon the sale thereof.
Treas. Reg. § 1.616-1(b)(3) (1960) states:
Section 616 is applicable to development expenditures paid or incurred by
a taxpayer in connection with the acquisition of a fractional share of the
working or operating interest to the extent of the fractional interest so
acquired. The expenditure attributable to the remaining fractional share
shall be considered as part of the cost of his acquired interest and shall be
capitalized and recovered through depletion allowances. For example, taxpayer A owns mineral leases on undeveloped mineral lands. A agrees to
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ership of an "economic interest"" was required to take the
development cost deduction and that the requisite "economic
interest" had to be a "working or operating interest. ' 45 The
Service supported its conclusion by equating such development
expenditures with drilling costs in the oil and gas context. Since
intangible drilling costs could be deducted only by the owner of
a working or operating interest,4 the Service reasoned that, for
purposes of consistency, mine development expenditures should
also be deducted only by the owner of a working or operating
interest.
While the Service has not ruled on the type of interest
necessary to qualify for deduction of mine exploration expenditures, it would be consistent to assume that the Service's position would be that a taxpayer must hold an "operating interest"
in order to take advantage of the deduction. This result seems
inevitable when one considers the similarity of language in, and
reasoning behind, the provisions allowing for mine development
and exploration cost deduction. 47
While private rulings are not to be used or cited as precedent,48 such rulings are often indicative of the Service's policy

convey an undivided three-fourths (3/4) interest in such leases to B, provided B will pay all of the expenditures incurred during the development
stage of the deposits on these leases. B may deduct three-fourths (3/4) of
such amount under section 616, but shall treat one-fourth of such amount
as part of the cost of his interest, recoverable through depletion.
Treas. Reg. § 1.616-1(b)(4) (1984) states:
The provisions of section 616 do not apply to costs of development paid
or incurred by a prior owner which are reflected in the amount which the
taxpayer paid or incurred to acquire the property. Such provisions apply
only to costs paid or incurred by the taxpayer for development undertaken
directly or through contract by the taxpayer. See, however, sections 381(a)
and 381(c)(10) for special rules with respect to deferred development expenditures and certain corporate acquisitions.
- I.R.S. Letter Ruling 8338008 (June 7, 1983).
4s Id.
" Treas. Reg. § 1.612-4(a) (1965) states in part:
In accordance with the provisions of section 263(c), intangible drilling and
development costs incurred by an operator (one who holds a working or
operating interest in any tract or parcel of land either as a fee owner or
under a lease or any other form of contract granting working or operating
rights) in the development of oil and gas properties may at his option be
chargeable to capital or to expense.
4' See I.R.C. §§ 616 and 617.
- I.R.C. § 6110(i)(3) states: "Unless the Secretary otherwise establishes by regulations, a written determination may not be used or cited as precedent." No regulations
have been issued changing this status.
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or position on matters lacking other prior precedent. Since this
is the only administrative or judicial pronouncement addressing
the deductibility of mine development or exploration costs based
on the type of interest held by a taxpayer in the underlying
property, it may be construed as the Service's position with
respect to the issue of who may take the deduction for both
mine exploration and development expenditures.

Most commentators' analyses of the tax treatment of mine
exploration and development expenditures do not address whether
any specific type of interest must be held by a taxpayer who
incurs mine exploration or development costs as a prerequisite
to the deductibility of such expenditures.4 9 Indeed, even the
commentators addressing the issue have reached differing conclusions based upon somewhat summary rationales.5 0 Those commentators maintaining that the taxpayer must have a specific
type of interest in the mineral to qualify for the mine exploration
and development costs deduction uniformly agree that the interest
11See,

e.g., B. BITTKER, FEDERAL TAXATION OF INcOmE, ESTATES AND GIFTS § 26.2
LAW AND REGULATION, §§ 72-1 to 73-79 (1984); Alexander &
Grant, Mine Development, supra note 1, at 401; Burke, Incentives to Develop Natural
Resources: Factors Affecting Industries Involved In Natural Resource Exploitation; Oil
and Gas; Hard Minerals; Timber, 33 N.Y.U. ANN. INST. FED. TAX 1541 (1975).
-o See generally, Singhal, Limitations on Deduction of Intangible Drilling Costs
Should Not Be Applicable to Development Costs, 26 On & GAS TAX Q. 42 (1977)
(proposing that the I.R.S. lacks the necessary authority to apply the same limitations
for the deduction of development costs under I.R.C. § 616 as those applied to the
intangible drilling costs deduction); Bloomenthal, A Guide to Federal Mineral Income
Taxation-Part 1, 1 LAND & WATER L. REv. 76, 124-125 (1966) (supporting the theory
that principles related to the deduction for intangible drilling and development costs for
oil and gas are probably also applicable with respect to exploration and development
cost deductions relating to hard minerals); Brightwell, Tax Checklist for Mining Lawyers,
25 RoCKY MTN. Mni. L. INST. 11-1, 11-5 (1979) (suggesting that it is necessary for the
taxpayer to have a working or operating interest as a prerequisite to deducting mine
development expenses); Fielder, Income Taxation of Solid Minerals-A Comparative
Survey, 31 INST. ON On. & GAS L. & TAX'N 375, 392 (1980) (discussing the necessity of
the taxpayer's owning operating rights as a prerequisite to taking mine exploration and
development expenditures, as is the case with intangible drilling costs for oil and gas
activities); P. MAXFIEL, 5 THE AmERIcAN LAW oF MniNo § 28.6 (1982) (noting
differences in wording between regulations governing oil and gas intangibles and the
regulations governing mineral exploration and development expense, but concluding that
similar principles requiring ownership of a working interest probably apply to both types
of activities); P. MAXFIELD AND H. HOUOHTON, TAXATION OF MImNo OPERATIONS, §
5.01[4][a] (1984) (also supporting the theory that mine exploration expenditures, like
expenditures for intangibles in oil and gas operations and development expenses, are
only deductible if, and to the extent that, the taxpayer incurring the expenses holds a
working or operating interest in the property).

(1981); J. COooN, COAL
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required is an operating interest." Their reasoning generally
follows that of I.R.S. Letter Ruling 8338008.52
Is the conclusion of the Service and concurring commentators
that a taxpayer must hold an operating interest in order to deduct
mine exploration and development costs correct? This issue will
be analyzed from a literal and a historical perspective and then
in light of the "legal obligation theory." If their conclusion is
correct, as this author believes it to be, the issue then becomes
one of defining the parameters of an "operating interest" sufficient to satisfy the requirement. An analysis of judicial and
administrative authority as well as the opinions of commentators
who have addressed this area will flesh out the parameters of
the interest necessary to qualify for the deduction.
B.

Literal Analysis of the Operating Interest Prerequisite

The statutory provisions permitting the mine exploration and
development cost deductions" do not reveal an express limitation
on the deductibility of the expenditures based on the type of
interest that a taxpayer has in the subject mineral property.
Furthermore, the regulations governing the deduction of mine
exploration 4 and development" expenditures have no express
prerequisites that the taxpayer hold a specific type of interest in
the subject mine or natural deposit in order to be entitled to
deduct such expenditures. Thus, reliance solely on a literal interpretation would support the conclusion that a taxpayer with any
type of interest in the mine or natural deposit could claim a
deduction for mine exploration or development costs, to the
extent that the taxpayer was the one who paid or incurred such
expenses.
The pertinent regulations do, however, expressly address the
deductibility of exploration and development expenditures paid
or incurred by a taxpayer in connection with the acquisition of
a fractional share of the working or operating interest in a mine

See supra note 50.
See supra notes 41-46 and accompanying text.
3 I.R.C. §§ 616 and 617.
" See, e.g., Treas. Reg. § 1.617-1 (1972); Treas. Reg. § 1.617-2 (1972); Treas.
Reg. § 1.617-3 (1972); Treas. Reg. § 1.617-4 (1972).
" See,e.g., Treas. Reg. § 1.616-1 (1960); Treas. Reg. § 1.616-2 (1965); Treas. Reg.
§ 1.616-3 (1960).
"
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or natural deposit . 6 Where, in consideration for a fractional
share of the working or operating interest, a taxpayer agrees to
pay the mine exploration or development expenditures, the taxpayer can only deduct that fraction of the expenditures attributable to the fractional share of the working or operating interest
so acquired." The remaining expenditures must be capitalized
and recovered through the depletion deduction."3 Again, a literal
interpretation would support the conclusions that these regulations contain an operating interest limitation only in the context
of mine exploration or development expenditures paid or incurred "in connection with the acquisition of a fractional share
of the working or operating interest," 5 9 and that there is no
operating interest limitation with regard to mine exploration and
development expenditures paid or incurred other than "in connection with the acquisition of a fractional share of the working
or operating interest."60
A regulatory provision dealing with the deduction of development expenditures refers specifically to operating interests in
the context of an individual who, after having elected to defer
mine development expenditures, transfers his interest in the mine
or deposit to another and retains a non-operating interest. 6' In

Treas. Reg. § 1.617-1(b)(3) (1972) states with respect to exploration costs:
Section 617 is applicable to exploration expenditures paid or incurred by a
taxpayer in connection with the acquisition of a fractional share of the
working or operating interest to the extent of the fractional interest so
acquired by the taxpayer. The expenditures attributable to the remaining
fractional share shall be considered as the cost of his acquired interest and
shall be recovered through depletion allowances. For example, taxpayer A
owns mineral leases on unexplored mineral lands and agrees to convey an
undivided three-fourths (3/4) interest in such leases to taxpayer B, provided
B will pay all the expenses for ascertaining the existence, location, extent,.
or quality of any deposit of ore or other mineral which will be incurred
before the beginning of the deveopment stage. B may elect to treat threefourths of such amount under section 617. B must treat one-fourth of such
amount as part of the cost of his interest, recoverable through depletion.
See also Treas. Reg. § 1.616-1(b)(3) (1960) supra note 43.
See Treas. Reg. § 1.617-1(b)(3) (1972); Treas. Reg. § 1.616-1(b)(3) (1960).
Treas. Reg. § 1.617-1(b)(3) (1972); Treas. Reg. § 1.616-1(b)(3) (1960).
,9Treas. Reg. § 1.616-1(b)(3) (1960) (emphasis added); Treas. Reg. § 1.617-1(b)(3)
(1972) (emphasis added).
Treas. Reg. § 1.616-1(b)(3) (1960) (emphasis added); Treas. Reg. § 1.617-1(b)(3)
(1972) (emphasis added).
1' Treas. Reg. § 1.616-2(c)(1) (1965)(for the text of this subsection of the regulations, see supra note 43).
"
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such cases, the taxpayer is entitled to deduct only that portion
of the deferred development expenditures as may be ratably
62
attributed to the income he receives from the interest retained.
A literal interpretation of this regulation would support a conclusion that it applies only in cases where the taxpayer defers
development expenditures and not to situations where the taxpayer initially treats them as current expenses.
The failure of the mine exploration and development cost
regulations to expressly limit the deduction of such expenditures
to holders of an operating interest 63 is in striking contrast to the
regulations governing the deductibility of intangible drilling and
development costs paid or incurred with respect to oil and gas
properties." The latter regulations specifically limit such costs
to those incurred by an operator.65 Was the inconsistency between the express regulatory language governing mine exploration and development costs and the express regulatory language
governing intangible drilling costs intendedM or were mine exploration and development Costs and intangible drilling costs
intended to be treated consistently? 67 In answering this question,
it is helpful to look beyond the express language of the applicable
statutes and regulations to the historical development of the
rules concerning deduction of mine exploration costs, mine development costs and intangible drilling costs.
C.

HistoricalAnalysis of the Operating Interest Prerequisite

The election to expense intangible drilling costs incurred with
respect to oil and gas properties has been a part of the Federal

Treas. Reg. § 1.616-2(c)(1) (1965).
See supra notes 56-62 and accompanying text.
" Treas. Reg. § 1.612-4 (1965).
as used in the regulations is defined
" See supra note 46. The word "operator"
as "one who holds a working or operating interest in any tract or parcel of land either
as a fee owner or under a lease or any other form of contract granting working or
operating rights." Treas. Reg. § 1.612-4(a) (1965).
- Under this scenario, an operating interest would be required of a taxpayer who
incurs intangible drilling costs before such expenses could be deducted, but no operating
interest would be required of the taxpayer who incurs mine exploration or development
costs as a prerequisite to deductibility.
-, In such a case, a taxpayer incurring mine exploration and development costs
under I.R.C. §§ 616 and 617 would be required to hold an operating interest before
being permitted to deduct such expenditures.
12
'
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income tax system since 1917. 68 In 1945, it was placed in regulatory form. 69 No express statutory authority was made for the
intangible drilling cost deduction until the enactment of the 1954
Code. 70 The Code provision giving such express statutory authority merely required the Service to issue regulations corresponding to regulations which had been congressionally approved
in 1945. 71 Those regulations included a specific requirement that
the individual be an operatorbefore the individual could deduct
2
intangible drilling costs incurred with respect to such property.

For a good explanation of the chronological development of the intangible
drilling cost regulations, see Mahin, Deduction for Intangibles, 2 INST. OR & GAS L. &
TAx'N 367 (1951). As noted therein, expensing was first permitted in T.D. 2447, dated
February 8, 1917, and was subsequently promulgated in regulatory form. See also,
Shepherd, Maximum Utilization of Intangible Drilling Cost Deductions, I RocKY MTN.
Mn . L. INST. 383 (1955); Burke, supra note 49; French, Intangible Drilling Cost
Practices-Nine Years Later, 13 TuL. TAX INsTr. 501 (1964); Beveridge, Intangible Drilling
Costs, 21 TAXES 591 (1943).
- See generally, supra note 68.
1oI.R.C. § 263(c) provides that the Internal Revenue Service shall issue regulations
"corresponding to the regulations which granted the option- to deduct as expenses
intangible drilling and development costs in the case of oil and gas wells and which were
recognized and approved by the Congress in House Concurrent Resolution 50, SeventyNinth Congress."
" H. Con. Res. 50, 59 Stat. 844 (1945) states:
Resolved by the House of Representatives (the Senate concurring), That in
the public interest Congress hereby declares that by the reenactment, in
the various revenue Acts beginning with the Revenue Act of 1918, of the
provisions of section 23 of the Internal Revenue Code and of the corresponding sections of prior revenue Acts allowing a deduction for ordinary
and necessary business expenses, and by the enactment of the provisions
of section 71 l(bXl) of the Internal Revenue Code relating to the deduction
for intangible drilling and development costs in the case of oil and gas
wells, the Congress has recognized and approved the provisions of section
29.23(m)-16 of Treasury Regulations 111 and the corresponding provisions
of prior Treasury Regulations granting the option to deduct as expenses
such intangible drilling and development costs.
Section 29.23(m)-16(b)(l) of Treas. Reg. I I I (1945) granted the option to deduct
intangible drilling costs to "an operator (one who holds a working or operating interest
in any tract or parcel of land either as a fee owner or under a lease or any other form
of contract granting working or operating rights)." That subsection of the regulations
also noted:
Included in this option are all costs of drilling and development undertaken
(directly or through a contract) by an operator of an oil and gas property
whether incurred by him prior or subsequent to the formal grant or
assignment to him of operating rights (a leasehold interest, or other form
of operating rights, or working interest); except that in any case where any
drilling or development project is undertaken for the grant or assignment
of a fraction of the operating rights, only that part of the costs thereof
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Therefore, Congress implicitly required by statute that a taxpayer
hold an operating or working interest in the oil and gas property
drilling costs paid
before such taxpayer could deduct intangible
73
property.
such
to
respect
with
or incurred
In contrast, there was no legislative or administrative authority permitting the full deduction of mine exploration or74
development costs in the hard mineral industry until 1951 .
Under the provisions enacted, Congress specifically delineated
the statutory parameters for the deduction of mine exploration
and development costs. 7" As previously discussed, such statutory
parameters do not include a requirement that the taxpayer hold
an operating interest in the subject mine or natural deposit as a
prerequisite to obtain the deduction. 76 In addition, the regulations subsequently promulgated with respect to mine exploration
and development costs do not expressly state that an operating
or working interest in the property is a prerequisite to deductibility.77
The Service's position on intangible drilling costs was reflected in regulations approved by Congress prior to enactment
of the mine exploration and development cost provisions. 78 Furthermore, although Congress was aware of and approved of the
requirement that a taxpayer hold an operating or working interest in an oil or gas property before deducting intangible drilling
costs, Congress did not include this requirement in the statutory9
provisions concerning mine development and exploration costs.7
The negative implication is that Congress did not intend the

which is attributable to such fractional interest is within the option. In the
excepted cases, costs of the project undertaken, including depreciable
equipment furnished, to the extent allocable to fractions of the operating
rights held by others, must be capitalized as the depletable capital costs of
the fractional interest thus acquired.
Treas. Reg. I1l, § 29.23(m)-16(b)(1) (1945).
" See supra note 70.
7 See supra notes 5-10 and accompanying text. See also Philadelphia and Reading
Corp. v. United States, 602 F.2d 338, 340 (Ct. CI. 1979). (Prior to 1951, such costs
were treated as capital expenditures to be depreciated over the life of the operation.)
" See generally I.R.C. §§ 617 and 616.
6

Id.

" See Treas. Reg. § 1.616-1 (1960); Treas. Reg. § 1.616-2 (1965); Treas. Reg. §
1.616-3 (1960); Treas. Reg. § 1.617-1 (1972); Treas. Reg. § 1.617-2 (1972); Treas. Reg.
§ 1.617-3 (1972); Treas. Reg. § 1.617-4 (1972).
" See supra notes 70-72 and accompanying text.
- See I.R.C. §§ 616, 617.
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holding of an operating interest to be a prerequisite to taking a
deduction for mine exploration and development expenditures;
otherwise, Congress would have specifically placed such a requirement in the statutes.
It makes sense to conclude that if the Service had felt legislatively authorized to restrict the mine exploration and development deductions to the holder of an operating or working
interest, then it would have expressly done so in the regulations,
as it had in the case of the regulations governing intangible
drilling costs. The Service's failure to promulgate such regulations could indicate an admission by the Service that it is without
authority to impose an operating interest prerequisite.
As noted previously, the Service s° and certain commentators"'
maintain that an operating or working interest is required as a
regulatory prerequisite to deduction of mine exploration or development costs due to language in the exploration and development cost regulations stating that such expenditures incurred
by a taxpayer in connection with the acquisition of a fractional
share of an operating interest are only deductible to the extent
of the fractional share so acquired.12 They maintain that such
provisions of the regulations would not be entirely meaningful
without such interpretation. 8 3 Followed to the logical extreme,
such an interpretation of the regulatory provisions would mean
that if a taxpayer acquired none of the operating interest in the
property he could deduct none of the mine exploration and
development costs paid by him. This inference, however logical,
should not be blindly followed.
The regulations concerning intangible drilling costs specifically address the issue of drilling costs undertaken in consideration for the grant or assignment of a fraction of the operating
interest in the underlying deposit and state that only that part
of the costs which were attributable to such fractional share are
subject to the expense election. s4 Intangible drilling and development costs allocable to fractions of the operating interest held
by others are to be capitalized as a part of the depletable base
of the fractional interest acquired.ss In addition to such language, the Service, in promulgating the intangible drilling cost
regulations, also deemed it necessary to include language ex• See supra notes 41-48 and accompanying text.
'
See supra note 50 and accompanying text.
'-See supra note 56 and accompanying text.
" See supra notes 41-48, 50 and accompanying text.
Treas. Reg. § 1.612-4 (1965).
Id.
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pressly limiting the intangible drilling and development cost de6
Since such language is not specifically
duction to an operator.1
mine exploration and depromulgated
included in subsequently

velopment cost regulations, a reasonable historical inference is
that such restriction was not intended to be included, or at a
minimum, that the language dealing with the acquisition of a
share of an operating interest does not constitute a prerequisite
that one must, in all cases, be the holder of a working or
operating interest in order to take the deduction.'
D.

Legal Obligation Analysis of the Operating
Interest Prerequisite

There is an overriding principle of income taxation which
requires that, in general, the taxpayer be the person legally
obligated to make an expenditure before he can take a deduction
for the expenditure under the Code. This concept is most persuasive in the areas concerning deductibility of interest and taxes.
7
nor the
Neither the statute providing for deduction of interest
statute permitting the deduction of certain taxes" specifically
states what type of taxpayer may deduct such expenditures.
However, the law concerning these deductions has been interpreted in such a manner as to require that the taxpayer limit his
deduction of interest and taxes to such interest and taxes as he
is legally obligated to pay.89 If the taxpayer pays or incurs
" See supra note 65 and accompanying text.
- I.R.C. § 163.
- I.R.C. § 164.
" See, Di Lucente v. Commissioner, 49 T.C.M. (P-H) 80,208 (deduction denied
for interest on 100 percent withholding tax penalty; penalty and interest were assessed
against brother's business); Colston v. Commissioner, 21 B.T.A. 396 (1930), aff'd. 59
F.2d 867 (D.C. Cir. 1932), cert. den. 287 U.S. 640 (1932) (husband denied deduction
on his separate return for interest paid on his wife's indebtedness and property taxes
paid on his wife's home); Stewart v. Commissioner, 8 B.T.A.M. 66 (P-H) (1939) (same
holding as Colston); Tietelbaum v. Commissioner, 346 F.2d 266 (7th Cir. 1965) (same
83,441 (deductions
holding as Colston); Tuer v. Commissioner, 52 T.C.M. (P-H)
denied child who paid property tax and mortgage interest on parent's residence since
child was not legally obligated to make such payments); Emmons v. Commissioner, 30
T.C.M. (P-H) 61,290 (same holding as Tuer); Feeney v. Commissioner, 35 T.C.M.
(P-H) 66,009 (same holding as Tuer); Schrayter v. Commissioner, 48 T.C.M. (P-H)
79,388 (1979) (same holding as Tuer); Prendergast v. Commissioner, 52 T.C.M. (P-H)
1 83,419 (interest on son's student loan denied father since father was not legally
obligated to make the payment); El Paso National Bank v. United States, 335 F. Supp.
490 (W.D. Tex. 1971), aff'd 29 A.F.T.R.2d 72-747 (5th Cir. 1972) (deduction for real
estate taxes denied since the property was owned by another; such taxes are deductible
only by the person upon whom they are imposed); Small v. Commissioner, 27 B.T.A.
1219 (1933) (same holding as El Paso National Bank); Kohlsaat v. Commissioner, 40
B.T.A. 528 (1939) (same holding as El Paso National Bank).
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interest or taxes which are the legal obligation of another, he
may not take any deduction for the expenditures. Applying this
pervasive principle to mine exploration and development costs,
it would follow that a taxpayer could only deduct mine exploration and development costs if the taxpayer were the person
legally obligated to make the expenditures. This is essentially the
same as requiring the taxpayer to hold an operating interest in
the property.
The exploration and development of property is usually preceded by a lease of the property from the passive landowner to
a driller or miner. The driller or miner, in tax parlance, generally
holds what is known as an operating interest.9 The working or
operating interest is generally required to bear all costs in connection with finding the mineral as well as removing it from the
ground. 91 Although an operating interest is sometimes referred
to as a working interest, and vice versa, both terms tend to
convey the same meaning since, in either case, the interest involved is generally burdened with all the operation and development costs.92
If an operating interest is the interest in the minera! deposit
legally obligated to explore and develop the property, then only
the one holding an operating interest in the property could,
under the legal obligation theory, take the deduction for mine
exploration or development cost. This legal obligation principle
applies to interest and tax expenditures even though not statutorily imposed, and would therefore seem equally applicable to
the mine exploration and development cost deductions. Since the
interpretations given to the operating interest concept by the
courts seems to include the requirement to explore and develop,
the prerequisite that a taxpayer be the owner of an operating

" See ARTHUR YOUNG'S OIL AND GAS FEDERAL INCOME TAXATION §§ 13-1 to 13-2
(J. Houghton, R. Crawford & J. Gaar 22d Ed. 1984).
9 See. e.g., Brooks v. Commissioner, 424 F.2d 116, (5th Cir. 1970); Miller v.
United States, 41 A.F.T.R.2d 78-376 (C.D. Cal. 1977); Standard Oil Co., 68 T.C. 325
(1977); BURKE & Bow-AY, supra note I at § 2.04. See also Rev. Rul. 69-179, 1969-1
C.B. 158 (in its interpretation of I.R.C. § 512(b)(2) [unrelated business taxable income],
the Internal Revenue Service impliedly holds that a production share burdened only with
either development costs or operating costs constitutes an operating interest).

11See, e.g., Brooks v. Commissioner, 424 F.2d 116, (5th Cir. 1970); Miller v.
United States, 41 A.F.T.R.2d 78-376 (C.D. Cal. 1977); Standard Oil Co. v. Commissioner, 68 T.C. 325 (1977); BURKE & BowuAy, supra note I at § 2.04. See also Rev.
Rul. 69-179, 1969-1 C.B. 158 (in its interpretation of I.R.C. § 512(b)(2)).

1985]

THE OPERATING INTEREST

interest in the mine or mineral deposit seems to be the same as
saying that, pursuant to pervasive tax principles, such taxpayer
must be the one legally obligated to pay the expenditures in
order to deduct them.
E. Synopsis of the Operating Interest Prerequisite
In summary, there is no express requirement in the mine
exploration and development cost statutes or regulations limiting
the deduction of such expenditures to the holder of a working
or operating interest. It is well established that a working or
operating interest was required for deduction of intangible drilling costs when Congress enacted the mine exploration and development cost provisions. 93 Congress nevertheless chose to enact
separate provisions applicable to the exploration and development of natural deposits other than oil or gas wells, 94 rather
than to expand the application of the intangible drilling cost
rules to other natural deposits. It is further established that a
working or operating interest is required for the deduction of
intangible drilling costs under the applicable regulations prior to
the time the Service promulgated its mine exploration and development cost regulations.9" Although the Service chose to include language in the mine exploration and development costs
regulations" compatible with that in the intangible drilling costs
regulations 97 concerning costs incurred in connection with the
acquisition of a fractional share of the operating or working
interest, it excluded provisions expressly making the holding of
an operating interest an outright prerequisite to the deduction
of mine exploration and development costs, despite the fact that
such a requirement was specifically included in the intangible
drilling cost regulations.
The Service and several commentators" agree that a working
or operating interest must be held by a taxpayer as a prerequisite
to the deduction of mine exploration or development costs. They
conclude that an operating interest is required due to inferences

13 See supra notes 68-74 and accompanying text.
- I.R.C. §§ 616, 617.
" See supra notes 68-74 and accompanying text.
See Treas. Reg. § 1.616-1 (1960); Treas. Reg. § 1.617-1 (1972).
Treas. Reg. § 1.612-4 (1965).
'm See supra notes 41-50 and accompanying text.
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to be derived from regulatory language dealing with paying or
incurring such costs in connection with the acquisition of a
fractional share of an operating interest, correlating the mine
exploration and development cost deductions with the intangible
drilling cost deduction." Despite the fact that literal and historical analyses might indicate otherwise, the inference to be drawn
from the regulations, when combined with the legal obligation
theory, leads this commentator to believe the better view is that
the holding of an operating interest would be a prerequisite to
the deduction of mine exploration and development costs. It is
relatively certain that this would be the public position of the
Service.

III.

To

WHAT EXTENT MUST THE

OPERATING INTEREST BE HELD?

If an operating interest is required to deduct mine exploration
and development expenditures, then what are the parameters of
the operating interest: to what extent and for what duration
must the operating interest be held? It is clear that if a taxpayer
pays or incurs mine exploration or development expenses in
connection with the acquisition of a fractional share of an operating interest in a mine or natural deposit, only that part of
the expenditures attributable to such fractional share is deductible.1°° The expenditures allocable to fractions of the operating
interest held by others must be capitalized as a depletable cost
of the fractional share thus acquired.' 0
The concept of denying a deduction for expenditures incurred
in connection with the acquisition of an interest in a mineral
deposit actually predates the right to deduct mine exploration
and development expenditures. In a 1927 ruling, 02 the owner of
an oil lease assigned a one-half (1/2) operating interest in the
lease to a taxpayer who agreed to drill a well on the leasehold,
free of cost to the owner, in consideration of such assignment.
The ruling concluded that none of the costs paid by the taxpayer
to drill the well were deductible as intangible drilling costs, but

See supra notes 41-50 and accompanying text.

ImTreas. Reg. § 1.616-1(b)(3) (1960); Treas. Reg. § 1.617-1(b)(3) (1972).
,o, Id.
02

GCM 932, VI-I C.B. 241 (1927).
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instead such costs were to be capitalized as part of the taxpayer's
depletable basis in the operating interest so acquired. 03 The
ruling stated that while drilling costs might be properly deductible by a taxpayer where such costs were incurred with respect
to property in which the taxpayer already held an interest, drilling costs constituting the consideration for the acquisition of
producing rights were capital expenditures, returnable by way of
the depletion deduction.104
The policy of denying a deduction for all intangible drilling
costs incurred in connection with the acquisition of an operating
interest continued until 1943,105 when the Service amended its
regulations concerning intangible drilling costs to permit the
deduction of intangible drilling costs undertaken in exchange for
the grant or assignment of a fraction of the operating rights,
but only to the extent of such costs attributable to the operating
rights acquired.106 Those costs in excess of the costs attributable
to the operating rights acquired continued to be capitalized as
depletable capital costs of the fractional interest acquired. 1'1
From the similarity of the language utilized, it is reasonable
to conclude that the restriction on the deductibility of mine
exploration and development costs, where such costs are paid or
incurred in connection with the acquisition of all or a fraction
of the operating interest in the subject mine or natural deposit,
was derived from the restriction imposed by the intangible drilling costs regulations.10 It is also reasonable to conclude that the
administrative and judicial interpretations of the restriction on
deductibility of intangible drilling costs would be applicable, by
analogy, to the restriction on deductibility of mine exploration
and development costs.'0 9
The change in the law concerning the tax treatment of intangible drilling costs paid or incurred in connection with the acquisition of a fractional share of the operating interest spurred

103

'

Id.
Id.
See, e.g., Hugh Hodges Drilling Co. v. Commissioner, 43 B.T.A. 1045 (1941).
T.D. 5276, 1943 C.B. 151.

"Id.

' See Singhal, supra note 50, at 42-43.
,09See supra note 56 and accompanying text.
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growth in the carried interest concept." 0 Often the holder of the
operating interest in a mineral deposit desires to develop such
property at no out-of-pocket cost or economic risk to himself.
To get a party to agree to pay all development costs, the holder
of the operating interest will agree to convey some sort of interest
in the property to the party paying such costs.
The party covering exploration or development costs is known
as a carrying party. The person on behalf of whom such costs
are covered is known as the carried party. The arrangement is
attractive to the carrying party if he can deduct all the exploration or development costs incurred. In order for the carrying
party to deduct any exploration and development costs, the
carried party must be deemed to have granted to the carrying
party an operating interest,"' and, in order for the carrying
party to deduct all the exploration and development costs, the
carried party must be deemed to have granted to the carrying
2
party all of the operating interests."
Although a carried party may not wish to transfer in perpetuity any or all of his operating interest, he may be willing to
agree that in exchange for the carrying party's payment of the
exploration and/or development costs the carrying party would
be entitled to recoup all or part of his costs out of the operating
interest income of the carried party. After recoupment by the
carrying party, to the degree agreed by and between the parties,
the interests of the parties might then be readjusted. Thus, the
carrying party's temporary interest in the property and his permanent interest in the property would likely vary. A question
arises then as to what extent the carrying party may deduct
exploration or development costs, particularly where his operating interest varies during the course of mining.
Regarding mine exploration or development costs, the Service
has only addressed the effect of the carried interest arrangements
on deductibility of mine exploration and development costs in

110
For an

explanation of the carried interest concept as it applies to oil and gas,

see generally Klayman, The New Intangible Drilling and Development Regulations and
Their Implications, 25 N.Y.U. INST. FED. TAx 99 (1967); Driscoll, The Tax Relationship
of Oilman and Investor: The Carried Interests Problem, 6 On. & GAS TAx Q. 185 (1957);
Comment, Proposed Regulations: Option to Deduct IntangibleDrilling and Development
Costs, 5 U.C.L.A. L. REv. 540 (1958).
See infra notes 122-27 and accompanying text.
I Id.
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private rulings." 3 In one such ruling,"' the carrying party entered
into an agreement under which he would explore and develop
mineral property held by the carried party. The carrying party
would first perform exploration work and, if an ore body were
discovered sufficient for development, the carrying party would
then acquire fifty-one percent (51%) of all the carried party's
right, title and interest to the mineral property." 5 The carried
party would retain, once mining began, only a five percent (50%o)
royalty interest until the carrying party had recovered its exploration and development expenditures. Once the carrying party
had recouped all such costs, the carried party's five percent (50)
royalty interest would convert to forty-nine percent (49%) of
the operating interest."16 The Service deemed this arrangement
to be similar to the carried interest arrangements common in the
oil and gas industry and relied on previous rulings in that context
to reach its result. ' 7 The Service concluded that since the carrying party was responsible for exploration and development
expenditures and was entitled to all operating income until such
expenditures were fully recouped," 8 the carrying party had acquired one hundred percent (100%) of the operating interest
until recoupment.1" 9 Thus, the carrying party was entitled to
deduct all mine exploration and development expenditures paid
or incurred in connection with the acquisition of the operating
interest. This was true even though the permanent operating
interest' 20 acquired by the carrying party as a result of incurring
such exploration and development costs was far less than one
hundred percent (10007o).

"' See, e.g., I.R.S. Letter Ruling 8302002 (Oct. 5. 1981); I.R.S. Letter Ruling
8338008 (June 7, 1983).
"" I.R.S. Letter Ruling 8302002 (Oct. 5, 1981). Although the taxpayer requested
the IRS to reconsider this ruling, the IRS reaffirmed the original decision. See I.R.S.
Letter Ruling 8216096 (Jan. 22, 1982).
"' See I.R.S. Letter Ruling 8302002 (Oct. 5, 1981).
16

Id.

Id.
Id. See also infra notes 122-23 and accompanying text.
"'
I.R.S. Letter Ruling 8302002 (Oct. 5, 1981).
' The permanent operating interest is that operating interest held after recoupment
of exploration and development expenditures, acquired by the carrying party as a result
of incurring such exploration and development costs.
"'
"'
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The result in this private ruling is consistent with that of the
published rulings in the oil and gas area.' 2 ' In the oil and gas
carried interest arrangements, the carrying party is deemed to
hold one hundred percent (100%) of the operating interest in
the property for purposes of deducting intangible drilling costs
if that party is entitled to recoup all his costs of drilling, completing, and equipping from the initial production. 22 Such recoupment must be made from the initial production attributable
to the entire operating interest in the mineral deposit in order
to permit the carrying party to deduct all intangible drilling
costs. The period required for such recoupment is known as the
2
complete pay-out period.

3

If the carrying party can recover all such costs during the
complete pay-out period, he is deemed to hold one hundred
percent (100%) of the operating interest in the property for
purposes of deducting intangible drilling costs-even if, after the
end of the complete pay-out period, the carrying party's operating interest in the mineral deposit shrinks 24 or completely
disappears. 25 If the carrying party is not entitled to recoup all
his costs of drilling, completing and equipping the well from the
well's initial production, he will be deemed to hold only that
fraction of the operating interest equal to his permanent share
of the operating interest. 26 What seems to be important is that

See I.R.S. Letter Ruling 8216096 (Jan. 22, 1982). The ruling itself notes that it
is consistent with rulings in the oil and gas area.
1 Rev. Rul. 71-207, 1971-1 C.B. 160; Rev. Rul. 75-446, 1975-2 C.B. 95.
123 Id.
12, Rev. Rul. 71-207,
1971-1 C.B. 160. The taxpayer's interest after the complete
payment period shrank from one hundred percent (100'7) to fifty percent (50%). Despite
the fact that the taxpayer's permanent operating interest was only fifty percent (50%),
he was entitled to deduct all intangible drilling costs paid or incurred in his acquisition
of an interest in the wells because he was deemed to hold one hundred percent of the
operating interest until complete pay-out.
'" Rev. Rul. 75-446, 1975-2 C.B. 95. Even though the taxpayer had no operating
interest in the well after complete pay-out occurred and had no permanent operating
interest, he was entitled to deduct all intangible drilling costs paid or incurred in his
acquisition of an interest in the well because he was deemed to hold one hundred percent
(100%) of the operating interest until complete pay-out.
'" In Rev. Rul. 70-336, 1970-1 C.B. 145, the carrying party was entitled to recoup
all costs incurred from the initial production of the entire operating interest until such
time as the carried party exercised its option to convert its interest into a fifty percent
(50%) operating interest. The carried party exercised his option prior to the time the
carrying party could completely recoup its cost. Because of this, the carrying party could
only deduct intangible drilling costs incurred in connection with its acquisition of the
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the carrying party have the unfettered legal right to full recoupment of costs from the initial production of the complete oper2 7
ating interest, not that actual recoupment take place.
It is interesting to note that neither the regulations concerning
intangible drilling costs128 nor the regulations concerning mine
exploration and development expenditures 2 9 discuss the extent
of deductibility of such costs paid or incurred by a taxpayer
other than in connection with the acquisition of all or a fraction
of the operating rights in the subject mineral deposit: that is,
where such costs were incurred with respect to property in which
the taxpayer already held an operating interest.

The regulations 3 ° fail to address the case where taxpayer A
and taxpayer B each already own one-half (1/2) of the operating
interest in a mineral deposit and taxpayer A agrees to pay all
costs of exploring and/or developing the mineral deposit. Since
taxpayer A held one-half of the operating interest at all times

interest in the property to the extent of the permanent operating interest so acquired
(i.e., its permanent operating interest of fifty percent (50%)).
In Rev. Rul. 71-206, 1971-1 C.B. 105, the carrying party was entitled to recoup
only one-half of his costs from the initial production of the entire operating interest.
After one-half of his costs were recouped, he received a permanent twenty-five percent
(25074) operating interest. Since the carrying party could not completely recoup all its
cost from the inital production of the entire operating interest, the amount of intangible
drilling costs it could deduct in connection with its acquisition of an interest in the well
was limited to its permanent operating interest (i.e., twenty-five percent (25%)).
'-' Rev. Rul. 80-109, 1980-1 C.B. 129, modified Rev. Rul. 70-336, supra note 126,
to rule that the outcome would have been the same even if the carried party had not
exercised its option to convert its retained overriding royalty interest into a fifty percent
(50%) operating interest. The Service seemed to emphasize that actual recoupment was
not the issue, but rather whether the agreement between the parties was such as to give
the carrying party the unfettered legal right to complete pay-out. The carried party in
Rev. Rul. 70-336 could have exercised the option at any time, and therefore the carrying
party had no unfettered right to complete pay-out.
This seems to be consistent with Rev. Rut. 69-332, 1969-1 C.B. 87, wherein the
carried party was entitled to deduct all intangible drilling costs when the arrangement
between the parties gave the carrying party the right to complete pay-out, but the drilling
resulted in a dry hole. Even though it seemed obvious that actual recoupment could not
occur, the carrying party had the legal right to recoupment, and the entire amount of
the drilling costs was allowed. See also, Singhal, supra note 50, at 42-43 (where the
author supports the view that the right to recoup, rather than actual recoupment, should
be the test under the complete pay-out concept).
, See, e.g., Treas. Reg. § 1.612-4 (1965).
See Treas. Reg. § 1.616-1 (1960); Treas. Reg. § 1.616-2 (1965); Treas. Reg. §
1.616-3 (1960); Treas. Reg. § 1.617-1 (1972); Treas. Reg. § 1.617-2 (1972); Treas. Reg.
§ 1.617-3 (1972); Treas. Reg. § 1.617-4 (1972).
" See supra notes 128 and 129 and accompanying text.
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prior to his agreement to pay all costs of development and would
continue to hold one-half of the operating interest at all times
subsequent to his agreement to pay all costs of development,
taxpayer A clearly did not pay or incur such costs in connection
with the acquisition of a fractionalshare of the operatinginterest
in the mineral deposit. Therefore, the express language of the
subject regulations would not apply. 3'
Can taxpayer A, in absence of an express limitation, deduct
all costs of exploration and development paid or incurred by
him, or is he limited only to the deduction of such costs as are
allocable to his share of the operating interest? Some commentators have summarily inferred from the regulatory language
dealing specifically with costs incurred in connection with the
acquisition of a fractional share of a mineral deposit's operating
interest3 2 that even if the taxpayer had previously held a fractional share of the operating interest he is entitled to deduct only
those costs allocable to his fractional share of the operating
From a historical perspective, such a conclusion is
interest.'
questionable. Clearly, since at least 1927, the difference in the
tax treatment of development costs incurred with respect to an
operating interest already held and development costs incurred
in connection with the acquisition of an operating interest has
been recognized. 3 4 The fact that the intangible drilling costs
regulations have, since that time, liberalized the deductibility of
intangible drilling costs incurred in connection with the acquisition of a fractional share of the operating interest does not
mitigate this distinction.

,, See Treas. Reg. § 1.616-1(b)(3) (1960); Treas. Reg. § 1.617-1(b)(3) (1972).

See supra notes 128-29 and accompanying text.
"

See generally supra note 50 for a list of commentators supporting this position.

But see, Singhal, also supra note 50, at 46 (expressing doubt as to whether limiting the
deduction of mine development costs to the fraction of the working interest owned is
valid).
14 For example, a 1927 ruling dealing with the deductibility of intangible drilling
costs, held that:
Drilling costs may well be ordinarily properly deductible as operating
expenses by a taxpayer where the development is one of a previously
perfected right, but here those very drilling costs constitute the consideration for the acquisition of the producing rights and could be nothing else
but capital investment, returnable by way of depletion against production.
GCM 932, VI-I C.B. 241 (1927).
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The continuing distinction between the treatment of development costs incurred with respect to an operating interest already held and those incurred with respect to the acquisition of
an operating interest is shown also by an historical review of the
development of the final regulations prescribed by Section 263(c)
of the Code.' The regulations dealing with intangible drilling
costs-those promulgated immediately prior to adoption of Section 263(c)' 3 6 and those subsequently adopted pursuant to
7-only deal expressly with the deductiCongressional mandate' 3V
bility of such costs by the holder of a fractional share of an
operating interest where the costs are incurred in connection
with the acquisition of the fractional share.
However, two sets of proposed regulations were introduced
by the Service prior to promulgation of the final regulations
prescribed by Section 263(c) of the Code,3 8 and each set of
proposed regulations specifically covered the extent to which
intangible drilling costs could be deducted by the holder of a
fractional share of the operating interest in a mineral deposit
where such costs were paid or incurred with respect to property
in which the taxpayer already held an operating interest. 3 9 Those
proposed regulations permitted the deduction of intangible drilling costs in such context only to the extent such costs were
attributable to the taxpayer's share of the total operating

See Treas. Reg. § 1.612-4 (1965).
See Treas. Reg. 118, § 39.23(m)-16 (1954) (replacing Treas. Reg. Ill, § 29.23(m)16, although containing the same language as Treas. Reg. 111); see supra note 72.
" See Treas. Reg. § 1.612-4 (1965).
I Prop. Treas. Reg. § 1.612-4, 21 Fed. Reg. 8446 (11/3/56); Prop. Treas. Reg. §
1.612-4, 25 Fed. Reg. 3761 (4/29/60).
" For instance, Prop. Treas. Reg. § 1.612-4(a)(1), 21 Fed. Reg. 8446 (11/3/56),
stated in part:
In accordance with section 263(c), the owner of an operating mineral
interest may, at his option, deduct as expenses the intangible drilling and
development costs incurred in the development of oil and gas deposits to
the extent such costs are attributable to his share of the total of all
'"

6

operating mineral interests in the well. The phrase "operating mineral
interest," as used in this section, means an operating mineral interest as
defined in section 614(bX3) where such interest is in an oil or gas well. If
any owner incurs a share of the total intangible drilling and development
costs in excess of his share of the total of all operating mineral interests
in the well, such excess must be capitalized and recovered through depletion.
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interest.' 40 To the extent not attributable to the taxpayer's share
of the total operating interest, such costs were to be capitalized
4
and recovered through the depletion deduction.' '
The inclusion of such language by the Service in its proposed
intangible drilling costs regulations was an acknowledgment that
the language of the previous regulations did not expressly address
the extent of the deductibility of intangible drilling costs by the
holder of a fractional share of the operating interest in cases
where such costs were incurred other than in connection with
the acquisition of such fractional share. The eventual decision
not to include in the final intangible drilling cost regulations
under Section 263(c) of the Code language similar to that contained in the proposed regulations would appear to be an acknowledgement that the current intangible drilling cost regulations
only deal with the extent of deductibility of costs incurred with
respect to property in connection with the acquisition of a fractional share of an operating interest in such property, and not
with such costs incurred with respect to a property where the
taxpayer already holds an operating interest in the property.
Certain commentators discussing the proposed regulations
prescribed by Section 263(c) of the Code noted that the proposed
expansion, (i.e., limiting the intangible cost deduction, in all
cases, to the costs attributable to the fractional share of the
operating interest held by a taxpayer) would result in a change
of tax treatment (i.e., limitation on the deduction) for those
holders of a fractional share of the operating interest who incurred intangible drilling costs, in excess of their share's allocable
portion of such costs, other than in connection with the acquisition of their fractional share.' 42 Without the proposed expan-

, See Prop. Treas. Reg. § 1.612-4(a)(1), 21 Fed. Reg. 8446 (11/3/56); Prop. Treas.
Reg. § 1.612-4(a)(1), 25 Fed. Reg. 3761 (4/29/60).
-" Id.
,41
E.g., in Driscoll, supra note 110, it is stated:
The 1943 amendments thus first introduced a limitation based on the
fraction of the working interest acquired for a commitment to drill a well.
They provided that in the case of an interest acquired in consideration of
the drilling of a well the option to deduct intangibles should be available
to the assignee only to the extent of his share of the operating rights. On
the other hand, if the party undertaking the drilling had acquired the lease
for some consideration other than the commitment to drill, the limitation
on the option would not be applicable.
Id. at 189. Accord, Comment, supra note 110. at 505, n.17 and accompanying text.
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sion, according to the commentators, the holder of a fractional
share of the operating interest who incurred intangible drilling
costs in excess of his share's allocable portion could deduct such
costs, without limitation, as long as they were not made in
connection with the acquisition of their fractional share. 43 This
should still be true today under the current intangible drilling
cost regulations,'- which do not include the proposed expansion,
and could apply by analogy to present day mine-exploration and
development costs.
How does this analysis fit with the earlier conclusion that
an operating interest is required in order to deduct mine exploration and development costs pursuant to the "legal obligation"
theory? Seemingly, if taxpayer A only held one-half (1/2) of the
operating interest, he would only be legally obligated to pay or
incur one-half (1/2) of the mine exploration and development
costs. Since only legally obligated to pay one-half of such costs,
he would be permitted to deduct only one-half of the mine
exploration and/or development costs, even though he voluntarily agreed to pay all such costs. He would be entitled to deduct
all exploration and development costs only if he were jointly
and severally liable with the other co-owners of the operating
interest for those costs. If joint and several liability for mine
exploration and development were imposed by co-ownership of
the operating interest, then taxpayer A would be legally obligated
to pay such costs. Even in that case, however, if taxpayer A
acquired, with his payment of all mine exploration and/or development costs, a right to indemnity or reimbursement from
taxpayer B, the payment of taxpayer B's share of such costs
could then be viewed as a loan (to be deducted as a bad debt if
and when it became worthless), rather than as a deductible
payment of mine exploration and development costs.
The conclusions derived from application of the "legal obligation" theory may be tested by analogizing decisions regarding
payment of property taxes by co-owners of property. 4 Deductions for taxes on property may generally be taken only by the

"4 See Driscoll, supra note 110, at 189; Comment, supra note 110, at 505.
Treas. Reg. § 1.612-4 (1965).
For an excellent brief discussion of this analygous situation, see BIrrKER, supra
note 49, at § 32.1.2.
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person legally obligated to pay such taxes.1'6 Thus, if a co-owner
of property held a fractional interest in such property, he would
be entitled to deduct a payment of all property taxes with respect
to the property only if he were jointly and severally liable for
such tax. If, however, the co-owner who paid all the property
taxes obtained the right to be reimbursed for each co-owner's
allocable share of the property taxes, the payment of the other
co-owner's allocable shares would probably be deemed a loan
(to be deducted as a bad debt if and when it becomes worthless)
rather than as a fully deductible payment of tax.'4 7 However,
under questioned authority, taxpayers with fractional interests
in property who pay all property taxes due on the property have
been allowed to deduct the entire amount of tax, even when the
payments give rise to a right to reimbursement for the amount
attributable to the other co-owner's fractional share.1' 8 Application of this authority to co-owners of the operating interest in
a mineral deposit could result in permitting the holder of a
fractional share of the operating interest to deduct all mine
exploration or development expenditures paid with respect to the
mineral deposit, even if in excess of his allocable share of such
expenses, as long as such costs were not incurred in connection
with the acquisition of the holder's fractional share.
In summary, it is clear that if mine exploration or development costs are paid or incurred by a taxpayer in connection with
the acquisition of a fractional share of the operating interest,
such costs are only deductible to the extent allocable to the
fractional share so acquired. The excess of such costs must be
capitalized as part of the taxpayer's depletable basis in the
fractional share acquired. Thus, in order to deduct all mine
exploration and development costs paid or incurred in connection with the acquisition of an operating interest in a mineral
deposit, the taxpayer must acquire the entire operating interest.
-6 See supra note 89 and accompanying text.
" See BrrrKan, supra note 49, at § 32.1.2.
- See generally, Powell v. Commissioner, 36 T.C.M. (P-H) 167,032 (taxpayer
owning a fractional share of property can deduct the entire amount of the property tax
if paid by him); Peters v. Commissioner, 39 T.C.M. (P-H) 70,304; Rev. Rul. 71-268,
1971-1 C.B. 58 (where husband and wife file separate returns and where they are jointly
and severally liable for property taxes on their jointly owned property each may deduct
on their separate returns the amount of property tax actually paid). These authorities
were criticized by BrrTER, supra note 49.
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Less clear, however, is the extent of deductibility of mine
exploration and development costs of a taxpayer who holds a
fractional share of the operating interest in the subject deposit
and who pays or incurs such costs, other than in connection
with the acquisition of his operating interest and in excess of
those allocable to his fractional share. Arguments can be made
both for the proposition that such costs should be deductible in
full regardless of the extent of the operating interest held' 49 and
for the proposition that such costs are deductible only to the
extent allocable to the share of the operating interest held.'
However, the taxpayer would seem to have to justification for
claiming that all such costs paid or incurred by him should be
deductible even though they exceed his share's allocable portion
of such expenditures.' 3'
IV.

DURATIONAL REQUIREMENTS OF THE OPERATING INTEREST

After determining what effect the extent of the operating
interest held by a taxpayer has on his ability to deduct mine
exploration and development costs, the taxpayer must determine,
whether the interest must meet any particular durational require-,
ments before he can deduct such costs. This issue has already2
been addressed as it relates to carried interest arrangements'
where the taxpayer may deduct mine exploration and development costs to the extent he has an unfettered legal right to
recoup all such costs from the initial production of the entire
operating interest.'"5 Actual recoupment does not seem to be
required as long as the taxpayer has the unfettered legal right to
'4
full recoupment when these costs were incurred. "
Obviously, this concept is not easily convertible to a steadfast
rule for how long a taxpayer must hold an operating interest
not possessed in connection with a carried interest arrangment.
Certainly, however, the standard to be applied should be no

11See generally Powell, 36 T.C.M. (P-H) 167,032; Peters, 39 T.C.M. (P-H) 170,304;
Rev. Rul. 71-268, 1971-1 C.B. 58; see also supra text accompanying note 148.
1,O
See supra notes 146-47 and accompanying text.
,s,
See supra note 148 and accompanying text.
"
See supra notes 110-27 and accompanying text.
,, See supra notes 122-27 and accompanying text.
" See supra notes 122-27 and accompanying text.

JOURNAL OF MINERAL LAW & POLICY

[VOL. 1:21

more onerous than that applied to carried interests.' Theoretically then, the holder of an operating interest should be entitled
to deduct exploration and development costs when paid or incurred, as long as he has, at that time, the unfettered legal right
to recoup such costs from the initial production of the property. 5 6 This would be true even if, in retrospect, the holder of
such operating interest did not actually recoup such costs. The
failure to recoup when the taxpayer had the unfettered legal
right to recoup at the time such costs were paid might occur if
mine operations are shut down prior to recoupment, if mine
operations continue until exhaustion of the mineral and production proves insufficient to permit full recoupment, or if there is
a decision to subsequently sell, give or otherwise transfer the
taxpayer's operating interest prior to full recoupment. Where
mine exploration or development costs were paid by the holder
of an operating interest subject to divestment and such divestment could occur prior to full recoupment, the taxpayer would
be subject to disallowance of his deduction.'
In Revenue Ruling 77-308,18 a partnership obtained a leasehold interest in property which was ready for development. The
partnership then entered into an agreement to have a mining
company strip the overburden from the property in twenty acre
increments within five years from the date of execution of the
agreement. 5 9 In a separate agreement, but as part of the same
transaction, the partnership agreed to sublease each twenty acre
tract to the mining company as soon as the overburden had been
stripped from each parcel.
The Service ruled that the expenditures incurred in removing
the overburden were not the type of costs deemed development
expenditures under Section 616.1 60 The Service, however, went
on to indicate that the operating interest in the property was
effectively transferred to the mining company by the partnership
at the time of the initial transaction between the two parties.' 6'

M For a discussion of the carried interest standards, see supra notes 114-27 and
accompanying text.
"6See supra notes 126-27 and accompanying text.
"' See supra notes 126-27 and accompanying text.
"
Rev. Rul. 77-308, 1977-2 C.B. 209.
IsId.
160 Id. at 210.
16, Id.
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The Service concluded that, since the risks and obligations of
operations were placed in the hands of the mining company as
a result of its initial transaction with the partnership, and since
after the initial transaction neither the partnership nor the mining
company could have avoided the requirement to execute the
subleases, the operating interest in the tract was effectively transferred to the mining company at the initial transaction. 62 Thus,
the partnership would not be entitled to take the development
cost deduction since it would not have been deemed to have held
the operating interest subsequent to the transfer.
The reasoning of Revenue Ruling 77-308 could be used as
precedent for denying the exploration or development cost deduction where a taxpayer leases property pursuant to a prearranged, legally binding plan, incurs the expenditures while
purportedly holding the operating interest, and then subleases
the property to another individual, divesting himself of the operating interest. By applying Revenue Ruling 77-308 to such a
transaction, the Service could claim that the taxpayer never really
held an operating interest in the property sufficient to take the
exploration or development cost deductions.
Even if a taxpayer holds an unfettered, legally binding right
to recoup all costs of exploration and development, the deduction could still be denied if the taxpayer's prior course of dealings clearly showed that the taxpayer never intended to recoup
these costs. In Davis v. Commissioner, 6 a joint venture had a
consistent practice of obtaining mineral leases and subsequently,
subleasing the properties to a related mining company. The same
individual members of the joint venture owned all the stock in
the mining company to which the properties were subleased.
Over a period of five years, a total of eleven subleases were
executed between the joint venture and the mining company.'"
In some cases, the leases were subleased to the mining company
immediately after the joint venture acquired them; but more
frequently a group of leases were acquired over a period of time
and were later subleased to the related mining company.

Id.
$- 74 T.C. 881 (1980), aff'd. 746 F.2d 357 (6th Cir. 1984). See also Brown v.
United States, No. C82-0075-O (J) (W.D. Ky. Oct. 18, 1984).
I" Davis, 74 T.C. at 884.
162
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Consequently, the joint venture subleased all coal mining rights
it acquired to the mining company and never mined coal itself. 6 5
Under the law applicable at the time that the Davis case
arose,'6 a lessee who owned an operating interest in minerals
could elect to deduct advance minimum royalties in the year in
which they were paid oi" incurred. The taxpayers argued that the
advance royalties paid under a lease held by the joint venture,
prior to the sublease of the property by the joint venture, were
deductible from ordinary income since, during the period prior
to the sublease, it maintained an operating interest in the-property. 67 Relying on the fact that the joint venture subleased every
leasehold it acquired to the related mining company, the court
pronounced that, regardless of the actual time interval, each
lease and subsequent sublease would be viewed as one transaction.1'" The court further held that under the circumstances, it
could not say that the joint venture was at any time the holder
of an "operating interest."'' 9 In essence, the court applied the
step transaction doctrine to deny the taxpayer an operating
interest in the mineral deposit for taxation purposes. If deductibility of mine exploration and development costs is limited to
taxpayers who hold an operating interest, the Davis court's
rationale would seem applicable to determining whether an operating interest is deemed held for purposes of deducting mine
exploration and development costs.
It would appear that the one taking a deduction for mine
exploration and development costs should be the holder of an
operating interest in the noncarried interest situation-even in
absence of actual recoupment-as long as he has an unfettered
legal right to recoup mine exploration and development costs
out of the initial production attributable to such operating interest at the time such costs are paid or incurred. This would
not be true, however, if the taxpayer's prior course of dealings

i Id. at 885.
"'
The issue was framed by the Court as whether to apply the holding of Dietrich
v. Commissioner, 457 U.S. 191 (1982). retroactively to a transaction completed in 1972.
Davis, 746 F.2d at 358.
"
Davis, 746 F.2d at 361.
,' Id. at 363.

Id.
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clearly indicated an intent not to hold such interest until recouped.
CONCLUSION

In view of past Revenue Rulings, case law, and scholarly
commentary, it would appear that a taxpayer must hold an
operating interest as a prerequisite to taking a deduction for
mine exploration or development costs. If the costs were paid
or incurred in connection with the acquisition of the operating
interest, the taxpayer may only deduct expenditures to the extent
attributable to his share. Although such treatment is far from
certain, a taxpayer may also be justified in deducting mine
exploration and development costs not incurred in the acquisition
of an operating interest-even when such costs are in excess of
his allocable share.
In general, there seems to be no requirement that the operating interest be held by the taxpayer for any particular duration,
as long as the costs paid or incurred may be fully recouped out
of initial production attributable to that share of the operating
interest through an unfettered legal right held by the taxpayer,
and as long as the prior course of dealings of the taxpayer does
not indicate a clear intent to dispose of the interest prior to such
recoupment.

